H 

Lr>6^  CHASE   ■  • 

'economic 

BULLETIN 

ISSUED  BY  THE  CHASE  NATIONAL  BANK 

OF  THE  CITY  OF  NEW  YORK 

THE  GOLD  AND  REDISCOlJNT 

POLICY  OF  THE  FEDERAL 

RESbRVE  BANKS 

By 

A.  BARTON  HEPBURN,  LL.D. 

Chairman  of  the  Advisory  Board  of  the  Chase  National  Bank 

and 

BENJAMIN  M.  ANDERSON,  Jr.,  Ph.D. 

Economist  of  the  Chase  National  Bank 

Vol.  I                                                  No.  5 

JULY         2    0.           1    9    2  1 

The  CHASE 
ECONOMIC  BULLETIN 


VOLUME  I 


No.  1.,  THREE  AND  A  HALF  BILLION  DOLLAR  FLOATING 
DEBT  OF  EUROPE  TO  PRIVATE  CREDITORS  IN 
AMERICA.— The  Basic  Cause  of  Bank  Expansion  and 
"Tight  Money"  in  the  United  States — London's  Position. 

October  5,  1920 

No.  2.    FACTORS  OF  SAFETY  WHEN  PRICES  DROP. 

December  15,  1920 

No.  3.  THE  RETURN  TO  NORMAL.— The  Abnormal  Tendencies 
that  Produced  the  Crisis  of  1920 — ^The  Extent  to  which  the 
Crisis  has  Corrected  Unsound  Tendencies — The  Remain- 
ing Problems  of  Readjustment.  February  28,  1921 

No.  4.    PROCEDURE  IN  PAYING  THE  GERMAN  INDEMNITY. 

April  20,  1921 


No.  5.   THE  GOLD  AND  REDISCOUNT  POLICY  OF  THE 
FEDERAL  RESERVE  BANKS. 


CHASE  •  ■  • 
ECONOMIC 
BULLETIN 

ISSUED  BY  THE  CHASE  NATIONAL  BANK 
OF  THE  CITY  OF  NEW  YORK 


THE  GOLD  AND  REDISCOUNT 
POLICY  OF  THE  FEDERAL 
RESERVE  BANKS 


By 

A.  BARTON  HEPBURN,  LL.D. 

Chairman  of  the  Advisory  Board  of  the  Chase  National  Bank 


BENJAMIN  M.  ANDERSON,  JR.,  Ph.D. 

Economist  of  the  Chase  National  Bank 


Vol.1  No.  5 


JULY  20,  1    9  21 


CHASE   ECONOMIC  BULLETIN 


THE  GOLD  AND  REDISCOUNT  POLICY  OF 
THE  FEDERAL  RESERVE  BANKS 


By 

A.  BARTON  HEPBURN,  LL.D. 

Chairman  of  the  Advisory  Board  of  the 
Chase  National  Bank 


and 

BENJAMIN  M.  ANDERSON,  Jr.,  Ph.D. 
Economist  of  the  Chase  National  Bank 

FEDERAL  RESERVE  BANK  policy  is  still  in  the  making.  Con- 
ditions since  the  inauguration  of  the  system  have  been  highly 
abnormal.  A  new  system,  working  under  wholly  extraordinary  con- 
ditions, could  not  apply  simply  and  directly  the  traditional  principles 
of  European  central  banks  to  its  operations,  and  was  obliged  to  ex- 
periment with  tentative  policies.  The  present  article  is  not  primarily 
concerned  with  discussion  or  criticism  of  what  the  Federal  Reserve 
Banks  have  already  done.  Our  interest  is  rather  in  future  policy. 
The  effort  will  be  made  to  draw  from  the  experience  of  the  great 
central  banks  of  Europe  and  from  the  banking  experience  of  the 
United  States  certain  principles  which  should  guide  sound  Federal 
Reserve  Bank  policy  for  the  future.  The  center  of  interest  is  the 
question  of  what  considerations  should  guide  the  Federal  Reserve 
Banks  in  determining  their  rediscount  rates.  Closely  related  are  the 
questions  of  the  gold  policy  of  the  Federal  Reserve  Banks,  and  their 
policy  governing  the  kind  of  paper  they  are  prepared  to  rediscount. 
These  three  problems  hang  together  and  cannot  be  considered  sepa- 
rately. 
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THE  FIRST  PRINCIPLE  OF  REDISCOUNT  BANKING— 
"KEEPING  ABOVE  THE  MARKET" 

Since  1871  there  has  not  been  a  single  year  when  the  official  bank 
rate  of  the  Bank  of  England  was  not  above  the  market  rate  on 
yearly  averages.  It  has  occasionally  happened  for  a  very  short 
period  that  the  market  rate  might  be  fractionally  above  Bank  Rate. 
This  happened  in  November  of  1919,  but  Bank  Rate  was  promptly 
advanced  to  correct  it.  It  happened  in  April  of  1920.  But  again 
Bank  Rate  was  promptly  advanced  to  correct  it.  When  Bank  Rate 
was  reduced  at  the  end  of  April,  1921,  from  7%  to  6>4%,  the  market 
rate  stood  at  6%  to  6^%  on  ninety-day  bills,  while  sixty-day  bills 
were  as  low  as  5 5^%  in  the  open  market.  When  Bank  Rate  was  sub- 
sequently reduced  to  6%,  the  market  for  ninety-day  bills  was  5% 
to  5%6%. 

The  reduction  of  the  official  rate  of  the  Bank  of  Switzerland  on 
May  2,  1 92 1,  was  also  in  conformity  with  the  principle  of  keeping 
the  official  rate  above  the  market  rate.  The  official  rate  was  reduced 
from  5%  to  4^%,  but  the  market  rate  stood  at  4%  when  this 
change  was  made.  The  following  figures  covering  a  series  of  years 
exhibit  the  relations  on  annual  averages  between  official  bank  rates  • 
and  market  rates  in  France,  England,  and  Germany. 


DISCOUNT  RATES 
BANK  RATE  vs.  MARKET  RATE 


France  England  Germany 


Bank 

Market 

Bank 

Market 

Bank 

Market 

Rate 

Rate 

Rate 

Rate 

Rate 

Rate 

1887 

3.00 

2.53 

3.36 

2.58 

3.40 

2.30 

1889 

3.16 

2.60 

3.56 

3.25 

3.68 

2.63 

I89I  , 

3.00 

2.63 

3.40 

1.50 

3.80 

3.02 

1893  .. 

2.50 

2.25 

3.05 

1.67 

4.08 

3.17 

1895  . . 

2.10 

1.63 

2.00 

.81 

2.01 

1897  .. 

2.00 

1.96 

2.78 

1.87 

3.82 

3.09 

1899  . . 

3.06 

2.96 

3-75 

3.29 

4.98 

4-45 

1900  . . 

...  3-23 

3-17 

3.96 

3.70 

5-33 

4.41 

I90I   . . 

3.00 

2.48 

3.72 

3.20 

4.10 

3.06 

1902  . . 

3.00 

2.43 

3-33 

2.99 

332 

2.19 

1903  •• 

3.00 

2.78 

3-75 

3.40 

3.84 

3.00 

1904  . . 

3.00 

2.19 

3.30 

2.70 

4.22 

3.13 
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A  similar  policy  has  obtained  for  the  Bank  of  Sweden,  and  in 
general  the  central  banks  of  Europe  have  held  almost  without  ex- 
ception to  the  policy  of  keeping  their  official  rediscount  rates  above 
the  market  rates. 

A  number  of  principles  have  been  involved  in  the  determination 
of  the  rediscount  policy  of  the  Bank  of  England: 

1.  A  high  reserve  ratio  has  usually  been  regarded  as  occasion  for 
a  low  Bank  Rate,  and  a  low  reserve  ratio  for  a  high  rediscount  rate, 
but  a  good  many  exceptions  to  this  can  be  found. 

2.  When  sterling  is  at  a  premium,  the  bank  is  usually  more  ready 
to  reduce  Bank  Rate  than  when  sterling  is  at  a  discount.  But  ex- 
ceptions to  this  again  have  been  not  infrequent. 

3.  When  gold  is  leaving  England  in  large  quantities,  the  Bank  of 
England  will  usually  raise  its  rate  substantially  to  check  foreign  bor- 
rowing in  the  British  market  and  to  turn  the  tide  of  gold  back  to 
London.  The  last  two  reductions  in  the  Bank  of  England  rate,  how- 
ever, have  been  in  the  face  of  an  abnormally  large  outward  flow  of 
gold. 

4.  Bank  Rate  has  usually  tended  to  advance  in  periods  of  expansion 
and  speculation,  and  has  usually  declined  in  periods  of  depression 
and  slow  business.  It  usually  rises  to  a  very  high  point  in  the  crisis 
which  intervenes  between  the  period  of  prosperity  and  the  period  of 
depression. 

5.  The  central  principle,  however,  guiding  the  Bank  of  England  in 
fixing  its  rediscount  rate  is  clearly  that,  whatever  else  Bank  Rate 
might  do,  it  must  not  go  below  the  market  rate.  To  this  principle, 
barring  short  intervals  of  a  few  days,  there  seems  to  have  been  no 
exception  even  during  the  wholly  extraordinary  disturbances  of  the 
war  and  the  post-war  period. .  It  is  the  essential  principle  of  redis- 
count banking,  and  it  is  the  one  sure  principle  which  can  prevent  a 
reserve  bank  from  demoralizing,  instead  of  steadying,  the  money 
markets  in  the  long  run. 

The  basic  idea  involved  in  this  policy  of  keeping  above  the  market 
is  that  reserve  bank  money  is  for  exceptional  and  unusual  use — that 
it  is  not  the  province  of  a  reserve  bank  to  supply  a  substantial  part 
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of  the  ordinary  funds  employed  in  the  market  in  ordinary  times.  Of 
course  it  is  expected  that  a  reserve  bank  shall  make  money  for  its 
stockholders  and  shall  employ  such  of  its  funds  as  may  be  necessary 
to  meet  expenses  and  to  pay  dividends.  One  provision  of  the  Federal 
Reserve  Act,  permitting  open  market  operations  on  the  part  of  the 
Federal  Reserve  Banks,  was  designed  to  give  them  discretion  in  this 
matter,  whether  the  member  banks  should  rediscount  with  them  or 
not. 

But  the  position  of  a  reserve  bank  is  a  very  peculiar  one.  If  an 
ordinary  bank  makes  a  loan,  checks  come  in  against  it,  as  a  conse- 
quence of  the  loan,  which  it  must  meet  out  of  its  reserve  unless  it 
should  happen  that  simultaneously  new  deposits  are  made  with  it  of 
checks  drawn  on  other  banks.  Loans  made  by  a  reserve  bank,  how- 
ever, need  not  lead  to  drains  on  its  reserve.  When,  in  making  a  loan, 
it  issues  its  notes  or  gives  a  deposit  credit  to  a  rediscounting  bank, 
that  note  or  a  transfer  of  that  deposit  credit  will  be  accepted  as  ulti- 
mate payment  by  some  other  institution.  The  deposit  liabilities  of 
the  reserve  bank  count  as  ultimate  reserve  for  the  other  banks  of 
the  country,  and  the  volume  of  reserve  money  is  consequently  in- 
creased through  a  mere  increase  in  the  deposit  liabilities  of  the  re- 
serve bank.  With  an  increase  in  the  volume  of  reserves  of  the  mem- 
ber banks,  there  is  an  immediate  tendency  to  a  reduction  in  the 
general  level  of  discount  rates  throughout  the  country,  placing  them 
below  the  level  which  open  market  conditions  would  otherwise  call 
for  and  creating  a  temptation  for  the  uneconomical  use  of  bank 
funds.  There  is  particularly  a  temptation  to  use  bank  funds  in  an 
excessive  degree  for  capital  purposes,  and  for  the  ordinary  banks  of 
the  country,  misled  by  the  artificial  excess  of  liquid  cash,  to  tie  up 
too  great  a  part  of  their  assets  in  non-liquid  form.  The  reserve  bank 
which  makes  rediscount  rates  too  low,  therefore,  instead  of  perform- 
ing its  function  of  increasing  the  liquidity  of  the  banking  system, 
tends  rather  to  destroy  the  liquidity  of  it. 

It  is  the  function  of  the  reserve  bank  to  hold  the  reserves  of  the 
country  in  central  reservoirs,  so  that  they  may  be  available  for  emer- 
gencies.  It  is  the  function  of  the  reserve  bank  to  increase  the  supply 
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of  money  in  the  country  to  meet  seasonal  variations  in  the  demand 
for  hand  to  hand  cash.  The  reserve  bank  should  at  all  times  be  pre- 
pared to  supply  additional  funds  for  short-term  operations.  In 
crises,  the  reserve  bank  must,  of  course,  supply  further  funds  in 
sufficient  volume  to  permit  the  member  banks  to  keep  a  crisis  from 
degenerating  into  a  panic.  In  the  wholly  extraordinary  emergencies 
which  a  great  war  begets,  the  reserve  bank  may  well  be  justified  in 
violating  temporarily  the  ordinary  canons  of  sound  finance,  because 
financial  disorders  are  of  less  consequence  than  the  losing  of  the 
war,  and  temporary  expedients  may  be  justified  even  though  the  long 
run  cost  be  high.  But  under  normal  conditions,  and  under  condi- 
tions when  it  is  possible  to  take  a  long  run  view,  the  well  established 
traditions  covering  a  reserve  bank's  operations  must  be  followed. 
The  chief  of  these  canons  is  that  the  rediscount  rate  of  reserve  banks 
should  be  kept  above  the  market. 

WHAT  IS  THE  "MARKET  RATE"  IN  THE 
UNITED  STATES? 

The  problem  at  once  arises  as  to  what  is  meant  by  the  market 
rate,  above  which  the  Federal  Reserve  rate  should  be  kept.  If  we 
take  the  situation  of  May,  1921,  and  look  for  quotations  on  com- 
mercial paper,  we  find  the  Federal  Reserve  Bank  rate  of  6>^%  in 
New  York  well  above  the  market  rate  on  acceptances,  which  stood 
at  about  5%%,  and  at  the  same  time  we  find  the  Federal  Reserve 
Bank  rate  of  6^%  well  below  the  market  rate  on  so-called  commer- 
cial paper,  which  stood  at  7%  or  above.  We  find,  moreover,  a  special 
rediscount  rate  in  the  Federal  Reserve  Bank  for  acceptances.  Ac- 
ceptances could  be  rediscounted  at  6%,  where  "commercial  paper" 
was  rediscountable  at  63^%.  It  is  necessary  that  we  should  know 
precisely  what  we  mean  by  the  market  rate.  If  we  look  into  the 
practices  of  the  banks,  we  find,  of  course,  a  great  diversity  of  rates. 
Banks  in  Western  and  Southern  States  may  well  be  charging  8%  or 
even  9%,  when  banks  in  the  financial  centers  are  charging  6%  or  less 
in  discounting  paper  for  their  customers.  Is  there  a  "market"  in  the 
United  States  comparable  to  "the  market"  in  London?  Obviously, 
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we  cannot  directly  adapt  London  practice  to  American  conditions 
without  making  modifications. 

The  market  rate  in  London  has  a  very  definite  meaning.  It  means 
the  rate  at  which  prime  acceptances  or  bills  of  exchange,  accepted  by 
banks  or  acceptance  houses  (and  occasionally  by  prime  mercantile 
houses),  will  be  bought  in  the  open  market.  The  market  rate  is  a 
competitive  rate,  and  it  is  a  rate  publicly  known.  There  is  an  open, 
well  established  bill  market. 

The  original  theory  of  the  Federal  Reserve  Banks  v/as  that  they 
should  chiefly  rediscount  acceptances,  and  the  effort  has  been  made 
by  the  Federal  Reserye  authorities  to  develop  an  open  bill  market 
in  the  United  States,  in  the  hope  that  a  large  volume  of  bills  would 
be  created  which  could  be  used  for  rediscount  purposes.  At  the  pres- 
ent time,  however,  these  acceptances  constitute  a  very  small  part  of 
our  total  bank  loans,  and  a  very  small  part  indeed  of  the  total  earn- 
ing assets  of  the  Federal  Reserve  Banks.  On  April  i,  the  total  of 
bankers'  acceptances  outstanding  was  $664,000,000,  as  compared 
with  the  total  volume  of  bank  loans  in  the  United  States  of  ap- 
proximately 130,000,000,000.  The  Federal  Reserve  Banks  held  only 
1 1 22,49 1, 000  of  acceptances  on  this  date,  as  against  total  earning 
assets  of  12,613,183,000  and  as  against  total  rediscounts  of  $2,2 14,- 
595,000.  Obviously  the  published  rate  on  acceptances  in  the  United 
States  is  not  to  be  taken  as  the  basic  market  quotation. 

The  same  may  be  said  of  the  rates  on  "commercial  paper,"  so 
called.  The  amount  of  single  name  commercial  paper  sold  through 
note  brokers  stood  at  only  1730,000,000,  as  reported  by  the  Federal 
Reserve  Bank  of  New  York  on  June  i.  Moreover,  the  Federal  Re- 
serve Banks  do  not  rediscount  this  paper  at  all,  since  it  is  four  to 
six  months'  paper.  They  will  rediscount  it  as  it  approaches  maturity, 
but  four  to  six  months'  commercial  paper  they  do  not  rediscount. 
There  is  little  gain,  therefore,  in  connecting  the  Federal  Reserve  re- 
discount rates  with  the  published  rates  on  this  paper. 

In  the  United  States  the  "market  rate"  is  best  represented  by  a 
body  of  loans,  the  rates  on  which  are  rarely  published.  "Line  of 
credit"  loans  made  to  customers  constitute  the  bulk  of  bank  loans  in 
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the  United  States.  Of  these  line  of  credit  loans  many  are  made  at 
widely  varying  rates.  But  there  is  a  large  block  of  these  loans  which 
may  be  taken  as  the  best  representative  of  market  conditions, 
namely,  loans  made  by  banks  in  the  great  cities  to  those  of  their 
customers  who  have  deposit  accounts  and  lines  of  credit  with  several 
banks.i  The  important  businesses  of  the  country  usually  have  a 
number  of  bank  accounts  with  borrowing  privileges.  They  will 
frequently  have  accounts  with  New  York,  Boston,  Chicago,  Phila- 
delphia, and  other  banks.  They  will  borrow  from  several  banks  and 
in  several  cities.  The  rates  on  loans  made  to  them  thus  involve 
competition  among  many  banks  and  many  cities.  They  are  truly 
competitive  rates.  They  respond  quickly  to  changes  in  market  con- 
ditions. They  tend  to  be  approximately  the  same  in  all  the  great 
cities  of  the  country.  Though  the  rates  on  these  loans  are  not  matters 
of  published  record,  they  are  well  known  in  the  banking  community, 
and  they  are,  of  course,  well  known  to  the  authorities  of  the  Federal 
Reserve  System.  They  constitute  the  best  index  of  changing  market 
conditions.2 

Our  conclusion  would  be,  then,  that  the  principle  that  the  Federal 
Reserve  rediscount  rate  should  be  kept  above  the  market  means  that 
the  Federal  Reserve  rediscount  rate  should  be  kept  above  the  rate 
which  the  great  city  banks  charge  to  those  of  their  customers  who 
deal  with  several  banks. 

Further  analysis,  however,  is  called  for.  Not  even  in  England 
does  the  bulk  of  bank  loans  consist  of  bills  of  exchange.  Bills  con- 
stituted not  more  than  25%  of  the  total  of  "discounts  and  advances" 
of  the  chief  British  banks  before  the  war.  In  1920  they  did  not 
constitute  more  than  about  20%  of  their  discounts  and  advances. 

1  Acknowledgment  is  made  to  Mr.  M.  Hadden  Howell,  Assistant  Vice-Presi- 
dent of  the  Chase  National  Bank,  for  valuable  advice  in  this  connection. 

2  The  relation  between  these  rates  and  the  published  rates  on  open  market 
commercial  paper  sold  through  note  brokers  is  fairly  clear.  In  times  of  tight 
money  the  open  market  rates  on  paper  sold  through  note  brokers  usually  go 
well  above  the  rates  charged  to  customers.  In  times  of  exceedingly  easy 
money,  the  open  market  commercial  paper  rates  usually  go  somev^'hat  below 
the  rates  charged  to  customers  on  line  of  credit  loans.  The  open  market  com- 
mercial paper  rates  fluctuate  more  widely,  in  other  words,  than  the  market  as 
a  whole  does. 
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The  "advances"  of  British  banks,  which  are  normally  the  largest 
item  on  the  asset  side  of  a  British  bank  balance  sheet,  consist  of 
customers'  loans  under  line  of  credit,  including  overdrafts,  loans  on 
stock  and  bond  collateral,  a  large  body  of  loans  on  many  kinds  of 
commodity  collateral,  and  other  items.  It  is  virtually  impossible  to 
get  details  as  to  just  what  elements  enter  into  them  and  as  to  what 
the  proportions  among  the  elements  are.  Loans  made  by  British  banks 
under  the  head  of  "advances"  are  frequently  made  at  a  rate  above 
the  official  rate  of  the  Bank  of  England.  In  addition  to  discounts 
and  advances,  British  banks  lend  large  sums  on  call  to  discount 
houses  and  bill  brokers  on  bill  of  exchange  collateral,  and  they  also 
make  loans  on  "short  notice"  to  stock  exchange  houses  on  stock  ex- 
change collateral — the  so-called  "contangoes,"  or  loans  until  the  next 
fortnightly  settlement.  These  loans  on  call  and  the  "contangoes" 
frequently  are  made  at  rates  well  below  the  market  rate  on  bills. 

It  might  be  questioned  on  the  basis  of  this  whether  the  market  rate  . 
on  bills  could  be  correctly  taken  as  representing  even  the  British 
market  rate. 

The  significant  point,  however,  is  that  the  Bank  of  England  re- 
discounts bills  and  does  not  rediscount  advances.  The  official  bank 
rate  is  the  rate  at  which  the  Bank  of  England  will  rediscount  bills. 
Indeed,  it  is  a  tradition  that  the  largest  banks  in  London  do  not 
rediscount  at  all  except  in  the  greatest  emergencies.  When  one  of 
the  great  banks  wishes  to  replenish  its  cash,  it  can  commonly  do 
so  by  calling  the  loans  to  discount  houses  and  bill  brokers,  which 
leads  the  discount  houses  and  bill  brokers  to  rediscount  their  bills 
with  the  Bank  of  England,  so  that  the  great  banks  replenish  their 
funds  from  the  Bank  of  England  indirectly.  They  can  also  increase 
their  cash  very  quickly  by  the  simple  expedient  of  ceasing  to  pur- 
chase new  bills  to  replace  the  daily  maturing  bills  which  they  hold. 
The  Bank  of  England  also  makes  loans  on  stock  and  bond  collateral 
(Lombard  loans),  but  when  it  does  so,  it  commonly  charges  more 
than  the  official  rate.  In  the  United  States,  on  the  other  hand,  the 
great  bulk  of  commercial  rediscounts  is  made  on  line  of  credit  loans. 
The  member  banks  take  over  to  the  Federal  Reserve  Banks  the 
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single  name  paper  of  their  customers,  made  under  lines  of  credit, 
and  rediscount  it  at  the  official  commercial  paper  rate. 

The  essence  of  the  principle  that  the  rediscount  rate  should  be 
above  the  market  rate  is  that  when  a  bank  rediscounts  paper  with 
the  Federal  Reserve  Bank,  it  should  do  so  at  a  sacrifice.  It  should 
pay  the  Federal  Reserve  Bank  more  for  the  money  it  gets  from  it 
than  the  customer  whose  paper  is  being  rediscoiinted  pays  the  bank 
on  his  loan.  This  is  always  the  case  in  England.  The  British  house 
which  to-day  gets  accommodation  from  the  Bank  of  England  at  6% 
does  so  by  turning  over  to  it  a  bill  of  exchange  which  it  has  dis- 
counted at  5>4%.  In  New  York,  on  the  other  hand,  a  member  bank 
which  has  discounted  a  note  for  one  of  its  corporate  customers  at 
6}i%  can  rediscount  that  same  note  with  the  Federal  Reserve  Bank 
at  6%.  The  British  house  pays  a  premium  for  the  extra  cash  which  it 
gets  through  rediscounting.  The  New  York  bank  makes  a  slight 
profit  on  the  transaction. 

RATES  CORRELATED  WITH  LIQUIDITY 

We  help  clarify  the  matter  if  we  recognize  that  instead  of  one  re- 
discount rate  and  one  market  rate,  we  may  have  several  rediscount 
rates  and  several  market  rates.  Thus  in  England  there  is  the  official 
bank  rate  on  bills,  but  there  is  a  rate  higher  than  this  charged  by 
the  Bank  of  England  when  it  makes  loans  on  stock  and  bond  col- 
lateral. In  New  York  there  is  a  rediscount  rate  on  "commercial 
paper,"  which  has  frequently  been  different  from  the  rediscount  rate 
on  acceptances.  The  rediscount  rate  and  market  rate  on  loans  se- 
cured by  government  war  paper  may  be  different  also.  The  principle 
of  keeping  above  the  market  means  merely  that  the  rediscount  rate  on 
a  given  kind  of  loan  should  be  higher  than  the  market  rate  on  that 
same  kind  of  loan.  If  acceptances  sell  in  the  open  market  at  5^% 
and  the  rediscount  rate  on  acceptances  is  6%,  the  principle  is  being 
maintained.  If,  at  the  same  time,  customers'  loans,  made  under  line 
of  credit,  are  above  6%  but  can  be  rediscounted  at  6%  as  "com- 
mercial paper,"  the  principle  is  not  being  maintained. 

Narrowing  the  discussion  to  that  rate  which  is  now  of  greatest 


12 


CHASE  ECONOMIC  BULLETIN 


importance  at  the  Federal  Reserve  Bank,  the  Federal  Reserve  Bank 
rate  on  commercial  paper,  the  principle  would  be  that  the  com- 
mercial paper  rate  of  the  Federal  Reserve  Bank  should  be  above  the 
market  rate  which  the  great  city  banks  charge  on  line  of  credit  loans 
to  those  of  their  customers  who  deal  with  several  banks. 

The  rediscount  rate  on  commercial  paper  cannot  be  considered 
apart  from  the  question  of  what  kind  of  paper  is  eligible  for  redis- 
count. To  the  extent  that  rediscounts  consist  of  truly  liquid  com- 
mercial paper,  the  rate  may  safely  be  much  lower  than  when  all 
manner  of  line  of  credit  loans,  which  are  in  form  short  term  loans, 
are  eligible.  The  open  market  itself  will  give  a  preference  to  such 
paper.  The  market  rate  on  such  paper  will  tend  to  go  relatively  low, 
and  the  rediscount  rate  on  such  paper  may  safely  be  relatively  low 
in  full  harmony  with  the  principle  of  keeping  the  rediscount  rate 
above  the  market. 

To  the  extent  that  we  can  develop  in  the  United  States  a  broad 
acceptance  market  and  to  the  extent  that  the  acceptances  are  based 
on  goods  actually  in  transit  or  actually  in  process  of  being  marketed, 
to  the  extent,  moreover,  that  these  bills  grow  out  of  international 
commerce  and  are  capable  of  rediscount  in  foreign  markets,  the 
Federal  Reserve  Banks  may  safely,  in  full  harmony  with  the  prin- 
ciple of  keeping  above  the  market,  make  their  rediscount  rates  on 
such  bills  low. 

Prime  sterling  bills  before  the  war  did  not  look  to  London  alone 
for  their  market.  They  were  held  in  large  volume  by  many  foreign 
banks.  The  Austro-Hungarian  Bank,  for  example,  carried  a  very 
substantial  part  of  its  reserve  in  the  form  of  bills  payable  in  Lon- 
don. It  preferred  these  bills  to  gold,  because  they  bore  interest.  The 
National  Bank  of  Belgium  did  likewise.  Banking  houses  all  over 
the  world  in  greater  or  less  degree  purchased  and  held  such  bills, 
seeing  in  them  a  liquid  resource  almost  as  good  as  gold.  If  the 
volume  of  dollar  bills  payable  in  the  United  States  grows  great 
enough,  if  foreign  bankers  buy  them,  and  if  American  banks 
throughout  the  country  develop  the  practice  of  holding  them  in  suf- 
ficient number  as  a  secondary  reserve  eligible  for  rediscount  at  the 
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Federal  Reserve  Bank,  the  time  may  come  when  the  really  important 
rate  at  the  Federal  Reserve  Bank  will  be  its  rediscount  rate  on 
acceptances  and  when  Federal  Reserve  Bank  money  will  be  available 
properly  and  safely  at  much  lower  rates  than  is  now  the  case.  For- 
eign bank  holdings  of  dollar  bills  ought  to  increase  greatly  in  the  next 
few  years,  since  such  bills  are  almost  the  only  bills  payable  in  gold, 
and  so  can  constitute  a  real  reserve. 

So  long,  however,  as  the  chief  item  offered  to  the  Federal  Reserve 
Banks  for  rediscount  is  the  one  name  line  of  credit  paper  of  the 
customers  of  the  member  banks,  our  rediscount  rates  will  have  to 
be  much  higher  than  rediscount  rates  in  Europe  have  usually  been. 

This  is  not  to  impugn  the  essential  goodness  of  customers'  loans 
under  line  of  credit.  They  are  good,  but  they  are  not  as  liquid  as 
open  market  paper,  which  a  bank  may  treat  in  a  wholly  impersonal 
way,  which  it  may  refuse  to  renew  without  giving  offence,  and  for 
the  maker  of  which  it  feels  no  responsibility.  The  quality  of  paper 
involves  two  elements:  (i)  essential  goodness,  and  (2)  liquidity.  In 
general,  to  the  extent  that  the  Federal  Reserve  Banks  supply  "money" 
only,  Federal  Reserve  Bank  rates  may  safely  be  low.  But  to  the 
extent  that  the  Federal  Reserve  Banks  are  called  upon  to  supply 
capital,  it  is  necessary  that  their  rates  should  be  high. 

In  all  cases  it  is  necessary  that  their  rates  should  be  above  the 
market  rate  for  the  particular  kind  of  loan  they  are  called  upon  to 
rediscount. 

"MONEY"  VERSUS  CAPITAL 

The  traditional  theory  of  commercial  banking  has  always  been 
that  banks  should  supply  their  customers  with  "money,"  but  not  with 
capital.  A  bank  has  not  been  supposed  to  supply  the  money  needed 
for  building  or  machinery  or  other  fixed  investment.  It  might,  how- 
ever, properly  supply  part  of  the  funds  for  the  purchase  of  raw 
materials  and  part  of  the  wages  of  laborers  working  up  these  raw 
materials  into  finished  products,  since  the  prompt  sale  of  the  finished 
products  would  bring  back  cash  with  which  the  loan  could  be  paid 
off.  The  strictest  theory  of  commercial  banking,  however,  would  ob- 
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ject  to  loans  to  manufacturers  even  for  these  purposes,  and  would 
hold  that  bank  money  should  be  employed  only  in  financing  goods 
actually  ready  for  the  market  during  the  period  of  sixty  or  ninety 
days  that  would  ordinarily  be  necessary  for  a  merchant  to  turn  them 
over.  Bank  loans  of  this  character  have  been  regarded  as  thoroughly 
liquid,  since  funds  are  automatically  created  for  paying  them  oft 
as  the  loans  mature,  and  since  a  bank  whose  funds  are  invested  in 
this  form  of  loan  can  at  any  time,  by  declining  to  renew  loans,  al- 
most automatically  turn  its  resources  into  actual  cash. 

It  is  notorious  that  in  the  banking  practice  not  only  of  America, 
but  also  of  most  parts  of  the  world,  we  have  gone  far  beyond  this  old 
view  of  banking.  Banks,  for  example,  have  loaned  large  sums  of 
money  on  stocks  and  bonds,  and  stocks  and  bonds  represent  the 
fixed  capital  of  corporations.  The  stocks  and  bonds  of  a  railroad  ul- 
timately represent  roadbed,  rails,  terminals,  bridges,  rolling  stock, 
and  the  like.  The  development  of  organized  trading  in  securities, 
however,  has  made  this  form  of  loan  also  very  liquid.  The  railroad 
as  a  whole  cannot  be  sold,  but  the  hundred  dollar  shares  of  the 
railroad  can  be  sold  at  any  moment.  The  crisis  of  1920  demonstrated 
the  fact  that  loans  to  the  stock  market  were  the  most  liquid  re- 
source which  the  New  York  banks  possessed.  At  the  end  of  191 9 
the  total  of  loans  for  stock  market  purposes  in  New  York  stood  at 
about  ?  1,750,000,000.  By  the  end  of  1920  it  had  been  reduced  to 
$700,000,000.  During  this  same  period  there  had  been  an  actual 
increase  in  practically  all  the  other  forms  of  loans.  Loans  to  the 
stock  market  proved  to  be  an  extremely  valuable  liquid  resource, 
and  the  ability  of  the  stock  market  to  absorb  securities,  supplying 
the  banks  with  new  cash  to  lend  for  other  purposes,  eased  the  situa- 
tion greatly. 

Those  loans  which  have  proved  most  difl^icult  to  liquidate  have 
not  been  the  loans  on  stock  and  bond  collateral,  but  rather  the  so- 
called  commercial  loans  to  manufacturers,  and  even  merchants,  as 
well  as  the  loans  to  agriculture.  There  are  undoubtedly  in  the  as- 
sets of  American  banks,  in  the  form  of  three  and  six  months'  notes, 
a  great  many  loans  for  capital  purposes.   These  loans  in  general  are 
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good  and  safe,  but  they  are  slow.  Banks  cannot  realize  on  them  in 
emergencies.  Banks  know  well  enough  that  in  emergencies  they  must 
protect  the  majority  of  their  borrowers,  even  by  making  additional 
loans.  They  can  do  this  safely  only  if  among  their  assets  they  have 
a  sufficient  volume  of  truly  liquid  loans  which  they  can  refuse  to 
renew,  so  that  they  may  get  the  new  cash  they  need  to  lend  to  their 
other  borrowers.  In  the  days  before  the  Federal  Reserve  System  was 
inaugurated,  they  had  this  resource  (to  the  extent  that  they  had  it) 
in  stock  market  loans  and  in  paper  bought  through  note  brokers.  . 
They  could  call  their  loans  in  the  stock  market,  and  they  could  refuse 
to  repurchase  commercial  paper  bought  through  note  brokers.  By  these 
means  they  could  increase  the  funds  which  their  local  customers  re- 
quired. The  mechanism  broke  down  at  times,  but  to  the  extent  that 
there  Was  liquidity  in  our  system  before  the  Federal  Reserve  System 
was  inaugurated,  it  was  to  be  found  chiefly  in  these  two  elements. 

With  the  coming  of  the  Federal  Reserve  System  the  banks  of  the 
country  found  an  additional  immense  source  of  liquidity  in  that  paper 
in  their  portfolios  which  the  Federal  Reserve  Banks  were  willing  to 
rediscount.  The  original  conception  of  the  Federal  Reserve  System 
was  that  it  would  rediscount  only  truly  liquid  commercial  paper. 
There  was  provision,  of  course,  that  it  should  rediscount  loans  based 
on  Government  securities  and  that  it  should  purchase  State  and  muni- 
cipal warrants,  but  it  was  not  expected  that  the  volume  of  this 
would  be  great.  The  amount  of  paper  in  American  banks  that  met 
the  original  requirements  of  the  Federal  Reserve  Banks  was  probably 
not  very  great.  As  the  pressure  of  war  finance  grew,  however,  and 
the  volume  of  Government  issues  increased,  the  member  banks  came 
into  possession  of  an  immense  amount  of  rediscountable  paper  based 
on  Government  securities.  Moreover,  as  the  Federal  Reserve  Banks 
sought  increasingly  to  aid  in  handling  the  war  and  post-war  prob- 
lerris,  they  relaxed  in  various  directions  their  requirements  as  to  what 
constituted  commercial  paper  eligible  for  rediscount,  and  the  mem- 
ber banks  found  that  a  very  high  proportion  of  their  portfolios  was 
eligible.    In  the  last  two  years  the  Federal  Reserve  Banks  have  un- 
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doubtedly  taken  over  from  member  banks  a  substantial  amount  of 
so-called  commercial  paper,  which,  in  fact,  represents  capital  loans. 
This  has  been  particularly  true  in  the  expansion  which  prevented  the 
crisis  of  1920  from  degenerating  into  a  panic. 

The  emergency  in  1920  required  this.  No  criticism  attaches  to 
the  Federal  Reserve  Banks  for  permitting  it.  Indeed,  they  would  be 
subject  to  criticism  if  they  had  not  done  it.  But  the  time  has  come 
for  a  gradual  reversal  of  policy. 

In  emergencies,  the  Federal  Reserve  Banks  should  be  prepared  to 
supply  both  money  and  capital.  But  in  order  that  they  may  be 
able  to  supply  "capital"  in  emergencies,  they  should  limit  themselves 
to  supplying  "money"  in  ordinary  times. 

Various  proposals  for  the  employment  of  Federal  Reserve  Bank 
money  for  capital  purposes  as  a  permanent  policy  are  at  the  present 
time  being  made.  The  suggestion  has  recently  been  made  that  the 
Federal  Reserve  Banks  should  be  authorized  and  required  to  redis- 
count live  stock  paper  running  for  two  years  and  agricultural  paper 
generally  of  nine  months'  maturity.  Any  such  policy  generally  car- 
ried out  by  the  Federal  Reserve  Banks  in  the  agricultural  districts 
would  make  them  cease  to  be  true  reserve  banks.  Their  assets  might 
be  sound,  but  they  would  be  slow.  They  would  lose  their  liquidity. 
From  the  standpoint  of  liquidity  they  would  become  parasites  upon 
the  general  Federal  Reserve  System.  We  must  protect  our  Federal 
Reserve  Banks  from  proposals  of  this  kind. 

THE  RESERVE  RATIO  AS  A  GUIDE  FOR  DISCOUNT  RATES 
The  view  has  often  been  expressed  that  the  reserve  ratio  should 
serve  as  a  regulator  of  the  rediscount  rate  of  the  Federal  Reserve 
Banks,  and  it  seems  to  be  a  common  impression  that  reserve  banks 
and  central  banks  in  general  make  their  rediscount  rates  low  when 
their  reserve  ratio  is  high  and  make  their  rediscount  rates  high  when 
their  reserve  ratio  is  low.  This  view  rests  on  the  assumption  that 
there  is  a  certain  fixed  reserve  ratio  at  which  central  banks  should 
aim,  or  do  aim,  and  that,  when  the  reserve  ratio  gets  above  this,  it 
is  desirable  to  bring  it  down  by  expanding  credit,  and  that,  when 
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the  reserve  ratio  gets  below  this,  it  is  desirable  to  bring  it  up  by 
contracting  credit. 

There  is  no  clear  justification  for  this  view  in  the  history  of  the 
great  European  banks.  The  Bank  of  France,  for  example,  expanded 
its  gold  reserves  by  about  76%  between  1899  and  191 1,  but  in- 
creased its  discounts  and  advances  by  only  about  5%  during  the 
same  period.  The  Bank  of  England  has  at  times  lowered  its  redis- 
count rate  when  reserves  were  very  much  lower  than  on  other  occa- 
sions when  it  was  raising  its  rediscount  rate.  Other  things  equal, 
a  large  reserve  would  constitute  an  argument  for  lower  rates,  and  a 
low  reserve  would  constitute  an  argument  for  higher  rates.  But  the 
reserve  ratio  as  such  is  not,  and  should  not  be,  the  controlling  factor. 
This  is  particularly  true  in  the  United  States  at  the  present  time 
«  because  the  reserve  ratio  is  abnormally  high,  as  a  consequence  both 
of  the  extraordinary  inflow  of  foreign  gold,  and  of  the  war-time 
policy  of  the  Federal  Reserve  Banks  of  drawing  into  their  reserves 
the  great  bulk  of  the  gold  and  gold  certificates  which  had  been  in 
general  circulation.  There  are  very  few  gold  coins  or  gold  cer- 
tificates in  circulation  in  the  United  States  at  the  present  time  as 
compared  with  conditions  before  the  war.  One  rarely  sees  gold  or 
gold  certificates  outside  the  banks. 

THE  GOLD  POLICY  AND  THE  RESERVE  RATIO 

The  way  in  which  the  gold  policy  of  the  Federal  Reserve  Banks 
influences  their  reserve  ratio  will  be  made  clearest  by  certain  figures. 
The  ratio  of  total  reserves  to  combined  Federal  Reserve  Note  and 
deposit  liabilities  of  the  Federal  Reserve  Banks  stood  on  June  8, 
1 92 1,  at  58.3%.  The  total  gold  holdings  of  the  Reserve  Banks  on 
that  date  stood  at  $2,431,000,000.  Their  holdings  of  legal  tenders, 
silver,  etc.,  stood  at  $162,000,000,  making  a  total  reserve  of  $2,593,- 
000,000.  Federal  Reserve  Notes  outstanding  were  $2,7 1 1 ,000,000, 
and  the  deposit  liabilities  were  $1,735,000,000,  combined  notes  and 
deposits  amounting  to  $4,446,000,000. 

Let  us  assume  that  $1,162,000,000  of  Federal  Reserve  Notes  were 
cancelled,  and  in  their  place  $1,162,000,000  of  the  reserve  were  re- 
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turned  to  circulation;  that  is,  a  billion  dollars  of  gold  and  all  of 
the  legal  tenders,  silver,  etc.  In  this  computation  we  will  leave  the 
deposits  unchanged  and  the  earning  assets  of  the  Federal  Reserve 
System  unchanged.  The  reserves  (all  gold)  would  then  be  reduced 
to  1 1 ,43 1 ,000,000,  and  the  combined  notes  and  deposit  liabilities 
would  be  reduced  to  $3,284,000,000.  The  ratio  of  reserves  to  com- 
bined note  and  deposit  liabilities  would  then  stand  at  only  43.5%. 

This  ratio  of  43.5%  would  much  more  accurately  represent  the 
real  position  of  the  Federal  Reserve  Banks  than  the  figure  of  58.3%, 
with  the  great  bulk  of  the  gold  and  gold  certificates  withdrawn  from 
circulation.  A  country,  soundly  based  on  the  gold  standard  like 
our  own,  will  normally  have  a  substantial  amount  of  actual  gold  in 
circulation.  A  high  reserve  ratio  may  mean  either  of  two  things.  It 
may  mean  that  the  Federal  Reserve  Banks  have  low  demand  lia- 
bilities, or  it  may  mean  that  they  have  a  very  large  reserve.  At  the 
present  time  the  demand  liabilities  are  abnormally  large,  but  the 
reserves  are  also  abnormally  large,  and  the  high  reserve  ratio  is, 
therefore,  misleading. 

Since  the  entry  of  the  United  States  into  the  war,  there  has  been 
an  enormous  flow  of  gold  into  the  vaults  of  the  Federal  Reserve 
Banks.  As  a  matter  of  deliberate  policy  during  the  war  and  since, 
the  Federal  Reserve  Banks  have  sought  to  draw  into  their  vaults  the 
gold  (and  gold  certificates)  in  circulation  in  the  country  and  the  gold 
in  the  vaults  of  member  banks,  private  banks,  and  other  institutions. 
The  response  of  the  country  to  this  policy  of  the  Federal  Reserve 
Banks  has  been  exceedingly  gratifying.  It  has  been  demonstrated  that 
gold  in  the  hands  of  the  people  or  in  the  hands  of  the  banking  in- 
stitutions of  the  country  constitutes  an  admirable  secondary  reserve 
which  can  be  drawn  into  the  Federal  Reserve  Banks  when  needed. 
The  war-time  experience  of  Great  Britain,  France,  and  Germany 
demonstrated  the  same  thing.  Gold  in  the  pockets  of  the  people, 
and  gold  scattered  among  the  numerous  ordinary  banking  institu- 
tions, can  be  assembled  and  transferred  into  direct  reserve  when  the 
central  institutions  call  for  it. 
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The  decline  in  the  gold  holdings  of  the  Federal  Reserve  Banks 
in  the  period  between  May,  1919,  and  August,  1920,  does  not  mean 
that  gold  ceased  coming  into  the  Federal  Reserve  Banks  from  the 
country  at  large.  During  this  period  the  Federal  Reserve  Banks 
drew  in  an  additional  1150,000,000  of  gold  from  circulation  and 
from  the  ordinary  banks  of  the  country,  which  very  substantially  pro- 
tected their  gold  holdings  from  the  foreign  drain  upon  our  gold  supply 
amounting  to  nearly  $400,000,000  net.  The  new  gold,  which  has 
come  in  from  abroad  since  the  tide  turned  in  the  latter  part  of  1920, 
has  practically  all  gone  to  the  Federal  Reserve  Banks.  The  power 
of  the  Federal  Reserve  Banks  to  draw  in  gold  and  gold  certificates 
at  will  is,  thus,  not  merely  a  war-time  matter. 

If  the  Federal  Reserve  Banks  continue  to  draw  in  gold  during  the 
coming  months,  and  if  the  liquidation  of  Federal  Reserve  notes, 
member  bank  deposits,  and  Federal  Reserve  earning  assets  con- 
tinues, the  reserve  ratio  could  easily  go  to  extreme  heights.  The 
liquidation  of  another  billion  dollars  of  member  bank  rediscounts, 
with  the  gold  reserves  of  the  Federal  Reserve  Banks  held  at  the 
June  8,  1 92 1,  figure,  might  easily  give  us  a  reserve  ratio  of  over  75%. 
Liquidation  of  a  billion  and  a  half  might  place  the  ratio  at  88%. 
With  the  idea  generally  entertained  that  a  high  reserve  ratio  should 
be  a  signal  for  low  rediscount  rates,  it  would  be  exceedingly  difficult 
for  the  reserve  banks  to  resist  political  pressure  demanding  very  low 
rediscount  rates,  and  demanding  improper  uses  of  Federal  Reserve 
Bank  money.  • 

It  is,  therefore,  under  present  conditions,  imperative  that  we  should 
combat  the  theory  which  makes  a  high  reserve  ratio  a  signal  for  low 
rediscount  rates.  Our  present  high  reserve  ratio  and  our  prospective 
higher  reserve  ratio  are  wholly  abnormal  and  misleading. 

TRUSTEES  OF  THE  WORLD'S  GOLD 

We  hold  an  enormous  proportion  of  the  world's  gold,  and  the 
world's  gold  is  still  flowing  toward  our  shores.  Much  of  this  gold  we 
cannot  expect  permanently  to  retain.  We  hold  it  as  trustees.  Europe 
will  need  it  again  from  us  in  future  years  when  she  has  sufficiently 
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reorganized  her  public  finances  and  her  currencies  to  go  back  to  the 
gold  standard.  We  cannot  treat  it  as  a  permanent  possession,  and 
we  must  hold  it  ready  to  give  back  to  Europe  when  Europe  is  pre- 
pared to  take  it.  We  dare  not  make  it  the  basis  for  non-liquid  cred- 
its. We  dare  not  use  it  in  such  a  way  that  we  cannot  easily  return 
it  when  Europe  is  able  to  take  it  back.  The  volume  of  it  is  so  great 
that,  if  we  could  look  forward  to  retaining  it  permanently,  it  would 
tend  to  depreciate  upon  our  hands.  The  problem  is  not  so  much  a 
problem  of  conserving  the  physical  gold  in  one  big  pile  as  it  is  a 
problem  of  conserving  its  value  and  keeping  it  mobile. 

THE  RATIO  OF  RESERVE  BANK  EXPANSION  TO 
EXPANSION  BY  THE  COMMERCIAL  BANKS 
OF  THE  COUNTRY 

To  what  extent  may  we  expect  the  swollen  volume  of  Federal  Re- 
serve Bank  credits  which  the  war  and  post-war  boom  brought  about 
to  be  liquidated?  Shall  we  soon  return  to  a  condition  where  the 
great  bulk  of  the  bank  credit  of  the  country  is  supplied  by  the  ordi- 
nary banks  of  the  country?  Will  the  Federal  Reserve  Banks  return 
to  the  position  which  they  occupied  prior  to  our  entrance  into  the 
war  in  1917,  of  true  reserve  banks  with  great  unused  lending  power, 
ready  to  expand  in  emergencies?  Or  have  we  reached  a  situation  in 
which  the  Federal  Reserve  Banks  are  permanently  to  contribute  a 
large  part  of  the  ordinary  bank  credit  in  use  in  the  country?  A 
dogmatic  answer  to  these  questions  should,  of  course,  not  be  given. 
Much  will  depend  upon  the  rediscount  policy  which  the  Federal  Re- 
serve Banks  employ.  If  they  make  their  rates  low  enough,  they  will 
doubtless  find  borrowers  who  will  absorb  regularly  and  all  the  time 
substantial  amounts  of  their  funds.  In  the  present  state  of  frozen 
credits,  it  is  possible  that  a  good  many  banks  in  important  regions  of 
the  country  may  be  obliged  for  a  long  time  to  rely  upon  them  for 
accommodation.  If,  however,  they  adopt  and  persist  in  a  policy  of 
keeping  their  rates  above  the  market,  we  may  anticipate  that  any 
considerable  increase  in  business  activity,  or  other  circumstance 
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which  permits  the  liquidation  of  frozen  loans,  will  lead  to  a  very 
sharp  decline  indeed  in  the  total  earning  assets  of  the  Federal  Re- 
serve Banks. 

The  theory  has  been  heard  in  the  course  of  the  past  year  in  certain 
circles  that  liquidation  of  Federal  Reserve  Bank  earning  assets  will 
have  to  be  slow,  because  an  enormous  liquidation  of  member  bank 
loans  must  precede  a  moderate  liquidation  at  the  Federal  Reserve 
Banks.  The  theory  has  been  expressed  that  there  is  something  like 
a  9:1  ratio  between  expansion  of  the  banks  of  the  country  as  a 
whole  and  expansion  at  the  Federal  Reserve  Banks,  and  that  there 
must  consequently  be  a  liquidation  of  I9  of  general  bank  credits  to 
secure  a  liquidation  of  |i  at  the  Federal  Reserve  Banks.  This  theory 
apparently  rests  on  the  assumption  that  on  every  dollar  of  reserve 
bank  credit  there  can  be,  will  be,  and  has  been  based  an  expansion 
of  I9  of  credit  in  the  country  at  large,  and  that  there  is  a  fixed  ratio 
between  reserve  bank  credit  and  general  bank  credit  of  about  9:1. 
The  doctrine  apparently  is  that  credit  will  be  expanded  by  every 
bank  in  the  system  to  the  full  limit  of  the  potentialities  of  the  system, 
and  that  the  one  factor  governing  bank  credit  is  the  possible  volume 
of  reserves. 

An  examination  of  the  facts  in  this  connection,  as  developed  by 
our  experience  in  the  United  States,  is  well  worth  while. 

We  may  take  as  our  starting  point  April  of  191 7,  at  which  time 
the  total  earning  assets  of  the  Federal  Reserve  Banks  were  ap- 
proximately $220,000,000.  Since  that  time  the  expansion  in  the 
earning  assets  of  the  Federal  Reserve  Banks  has  been  enormous, 
and  it  is  interesting  to  see  what  parallel  movements  there  have  been 
on  the  part  of  the  banks  of  the  country  as  a  whole,  and  whether  or 
not  any  definite  ratios  can  be  ascertained  between  them. 

Figures  for  the  banks  of  the  country  as  a  whole  are  obtained  annu- 
ally in  the  reports  made  to  the  Comptroller  toward  the  end  of  June.^ 
These  figures  cover  national  banks.  State  banks,  trust  companies,  sav- 

1  For  19 1 7  we  have  converted  these  figures  into  May  5  figures  by  altering 
them  to  conform  to  the  National  Bank  returns  to  the  Comptroller  on  May  5 — 
the  Comptroller's  "call"  nearest  to  the  beginning  of  Federal  Reserve  Bank 
expansion. 
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ings  banks,  and  private  banks.  We  omit  from  them  the  figures  for 
savings  banks  in  our  computations. 

If  we  compare  the  increased  earning  assets  of  the  Federal  Reserve 
Banks  with  the  increase  in  commercial  bank  deposits  in  the  country, 
we  find  that  fifteen  months  after  the  entrance  of  the  United  States 
into  the  war  there  had  been  a  greater  expansion  of  earning  assets  of 
the  Federal  Reserve  Banks  than  there  had  been  in  deposits  in  the 
commercial  banks  of  the  country.  Instead  of  a  9:1  expansion,  the 
expansion  had  been  1:1.03.  By  the  end  of  June,  1919,  Federal  Re- 
serve Bank  earning  assets  had  expanded  12,128,000,000,  while  de- 
posits in  the  commercial  banks  of  the  country  had  expanded  $5,908,- 
000,000,  as  compared  with  the  situation  of  April,  19 17.  At  the  end 
of  two  years  and  three  months,  in  other  words,  the  ratio  of  expansion 
stood,  not  9:1,  but  2.8:1.  By  the  end  of  June,  1920,  at  a  time  when 
the  expansion  of  the  banks  of  the  country  was  straining  every  pos- 
sible limit,  the  ratio  had  gone  to  3.2:1.  Federal  Reserve  earning 
assets,  by  the  end  of  June,  1920,  had  increased  over  April,  191 7, 
13,046,000,000,  while  deposits  in  the  other  banks  of  the  country  had 
increased  $9,892,000,000.  The  comparison  of  bank  deposits  in  the 
country  with  earning  assets  of  the  Federal  Reserve  Banks  in  the 
country  gives  no  warrant  to  the  view  that  there  is  any  9:1  ratio  or 
that  there  is  any  fixed  ratio.  It  does,  however,  demonstrate  that  the 
extreme  limits  of  possible  expansion  of  the  banks  of  the  country, 
based  on  Federal  Reserve  Bank  expansion,  are  far  below  9:1. 

A  similar  result  is  obtained  when  the  loans  of  the  commercial 
banks  of  the  country  are  compared  with  the  earning  assets  of  the 
Federal  Reserve  Banks.  The  loans  of  the  banks  of  the  country  ex- 
panded from  April,  19 17,  to  the  end  of  June,  1920,  by  $10,362,- 
000,000,  giving  a  3.4:1  ratio  with  the  expansion  of  earning  assets  of 
the  Federal  Reserve  Banks. 

The  ratio  is  greater  when  the  increase  in  total  loans  and  invest- 
ments of  the  commercial  banks  of  the  country  is  compared  with  the 
increase  in  earning  assets  of  the  Federal  Reserve  Banks.  In  the  three 
years  and  three  months  in  question  the  total  loans  and  investments 


JULY  20,  1921 


23 


of  the  commercial  banks  of  the  country  increased  113,555,000,000, 
giving  a  ratio  of  4.5:1. 

When  the  growth  of  the  total  resources  of  the  Federal  Reserve 
Banks  is  compared  with  the  growth  of  the  total  resources  of  all  the 
banks  of  the  country,  a  much  lower  ratio  appears.  The  total  re- 
sources of  the  Federal  Reserve  Banks  increased  $5,216,000,000  from 
April,  1 91 7,  to  the  end  of  June,  1920.  The  total  resources  of  the 
commercial  banks  of  the  country  increased  $13,551,000,000  in  the 
same  period.   The  ratio  of  increase  is  2.6:1. 

The  following  comparison  may  be  still  more  significant.  We  may 
add  together  the  Federal  Reserve  notes  outstanding  and  the  deposits 
in  the  commercial  banks  of  the  country  to  obtain  the  total  circulating 
bank  credit  of  the  country.^  The  items  on  the  assets  side  of  the 
Federal  Reserve  balance  sheet  corresponding  would  be  the  reserves 
of  the  Federal  Reserve  Banks  and  the  earning  assets  of  the  Federal 
Reserve  Banks.  As  these  two  items  grow.  Federal  Reserve  notes 
may  increase  and  bank  reserves  lying  behind  commercial  bank  de- 
posits may  increase. 

In  the  first  fifteen  months  following  April  6,  191 7,  the  combined 
earning  assets  and  reserves  of  the  Federal  Reserve  Banks  increased 
more  rapidly  than  did  the  combined  Federal  Reserve  notes  and 
commercial  bank  deposits.  The  ratio  was  1.05:1.  Combined  re- 
serves and  earning  assets  of  the  Federal  Reserve  Banks  had  increased 
$2,541,000,000;  combined  Federal  Reserve  notes  and  commercial 
bank  deposits  had  increased  $2,427,000,000.  By  the  end  of  June  of 
the  following  year,  1919,  the  ratio  had  risen  to  1:2.1.  Combined 
earning  assets  and  reserves  of  the  Federal  Reserve  Banks  had  in- 
creased in  the  two  years  and  three  months  $3,760,000,000,  while  Fed- 

^  This  ignores  the  National  Bank  notes  and  the  Federal  Reserve  Bank  notes. 
These  two  items  in  combination,  however,  have  not  varied  greatly  in  the  period 
under  consideration.  The  Federal  Reserve  Bank  notes  have  been  chiefly  issued 
to  replace  silver  certificates.  Our  results  would  be  very  slight!}^  changed  if 
these  factors  were  taken  into  account.  We  do  not  bring  into  our  figures  mem- 
ber bank  deposits  with  the  Federal  Reserve  Barfks,  since  drafts  on  these  are 
used  primarily  for  interbank  settlements  and  do  not  circulate  among  the 
people  or  among  business  houses.  They  are  merely  a  link  between  the  Federal 
Reserve  Banks'  earning  assets  and  reserves,  on  the  one  hand,  and  commercial 
bank  deposits  on  the  other  hand. 
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eral  Reserve  notes  and  commercial  bank  deposits  combined  had  in- 
creased 18,030,000,000.  By  the  end  of  June,  1920,  the  increase  over 
April  6,  191 7,  of  combined  earning  assets  and  reserves  of  the  Fed- 
eral Reserve  Banks  was  14,572,000,000;  and  the  increase  in  combined 
Federal  Reserve  notes  and  commercial  bank  deposits  was  112,684,- 
000,000,  giving  a  ratio  of  i  :2.8. 

The  peak  of  expansion,  both  of  the  banks  of  the  country  as  a 
whole  and  of  the  Federal  Reserve  Banks,  was  apparently  reached  in 
October  of  1920.  Detailed  figures  for  all  of  the  banks  of  the  country 
since  that  time  are,  of  course,  not  available.  It  is  possible,  however, 
to  get  some  index  from  the  figures  of  the  reporting  member  banks 
of  the  Federal  Reserve  System,  which  would  show  the  relation  be- 
tween liquidation  by  member  banks  and  liquidation  by  the  Federal 
Reserve  Banks.  From  October  15,  1920,  to  May  25,  1921,  the  total 
earning  assets  of  the  Federal  Reserve  Banks  declined  $1,075,000,000. 
Deposits  of  member  banks  decreased  less  than  earning  assets  of  the 
Federal  Reserve  Banks  decreased.  The  ratio,  instead  of  being  I9  of 
member  bank  deposits  to  $1  of  Federal  Reserve  Bank  earning  assets, 
was  actually  less  than  1:1.  If  total  deposits  be  broken  up  into  de- 
mand and  time  deposits,  it  appears  that  the  demand  deposits  of  the 
reporting  member  banks  decreased  11,320,000,000  during  this  pe- 
riod, while  their  time  deposits  increased  1245,000,000.  The  decrease 
in  demand  deposits  of  the  reporting  member  banks  thus  moved  some- 
what faster  than  the  decrease  in  earning  assets  of  the  Federal  Reserve 
Banks,  the  ratio  being  something  more  than  1:1.  The  total  loans 
and  investments  of  member  banks  during  this  same  period  declined 
11,938,000,000  as  against  a  decline  of  11,159,000,000  of  the  earning 
assets  of  the  Federal  Reserve  Banks — a  ratio  of  1.7:1. 

It  is  time  to  explode  once  for  all  the  theory  so  widely  prevalent  in 
the  text  books,  and  so  often  used  as  the  basis  of  wild  computations, 
that  a  banker  can  expand  his  loans  and  deposits  fourfold,  sixfold, 
or  ninefold  for  every  increase  in  his  reserves.  It  has  often  been 
gravely  stated  that  for  a  given  increase  in  the  cash  resources  of  a 
bank  a  several-fold  increase  in  its  loans  may  be  made;  and,  since 
these  loans  will  take  the  form  of  writing  down  deposit  credits  to  the 
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customers'  accounts  in  the  books,  a  several-fold  increase  in  the  bank's 
deposits  may  be  made. 

The  banker  knows  that  this  theory  is  absurd.  He  knows  that  he 
can  only  lend  what  he  has.  If  new  cash  is  deposited  with  him,  or  if 
through  rediscounting  he  obtains  new  cash  in  the  form  of  deposit 
credits  with  the  Federal  Reserve  Bank,  he  can  lend  that.  If  he  lends 
more  than  that  he  will  find  checks  coming  in  against  him  at  the 
clearing  house  which  it  will  embarrass  him  to  meet,  or  checks  pre- 
sented at  the  counter,  calling  for  actual  cash.  For  a  given  bank  at  a 
given  time  loans  can  expand,  not  in  any  multiple  ratio  with  increasing 
reserves,  but  merely  dollar  for  dollar  with  increasing  reserves. 

It  is,  of  course,  true  that  if  all  the  banks  of  the  country  are  simul- 
taneously expanding  so  that  they  do  not  drain  away  one  another's 
reserves,  an  expansion  in  a  greater  ratio  than  i :  i  may  take  place. 
If  a  bank  could  be  sure  that  incoming  checks  at  the  clearing  house 
would  always  be  offset  by  checks  on  other  banks  deposited  with  it, 
it  could  forthwith  increase  its  loans  (and  consequently  deposits)  in 
some  multiple  ratio  with  the  increase  in  its  reserves  obtained  by  re- 
discounting.  But  no  bank  can  ever  be  sure  of  this.  The  figures 
given  above  would  seem  to  indicate  the  maximum  possibilities  in  this 
matter  in  the  period  of  greatest  stretching  of  credit  that  the  country 
has  ever  seen.  In  quiet  times  we  may  expect  that  a  ratio  of  3.2 :  i  (the 
ratio  of  expansion  of  the  deposits  of  the  commercial  banks  to  the 
expansion  of  the  earning  assets  of  the  Federal  Preserve  Banks)  will 
probably  never  be  attained.  For  any  individual  bank  to  attempt  to 
build  I3.20  of  credit  upon  |i  of  rediscounts  would  be  suicidal.  For 
any  particular  section  of  the  country  to  attempt  it  would  be  suicidal. 
For  the  country  as  a  whole  to  attempt  it  when  the  rest  of  the  world 
was  quiescent  in  the  matter  of  credit  expansion  would  ordinarily  be 
speedily  checked  by  foreign  drains  on  our  gold.  It  was  possible  in 
1919  and  1920  because  not  only  the  whole  country,  but  also  the 
whole  world,  was  straining  every  resource  in  credit  expansion. 

Fundamentally,  the  basis  of  credit  is  not  reserves,  but  general 
assets.  Credits  may  safely  and  properly  grow  as  wealth  grows,  and 
particularly  as  the  liquid  part  of  wealth  grows.    The  bulk  of  the 
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wealth  of  the  country  is  not  gold,  but  real  estate,  factories,  railroads, 
crops,  live  stock,  work  in  process,  goods  on  shelves,  and  the  like. 
The  mobile  or  liquid  part  of  the  wealth  of  the  country,  with  the 
growth  of  which  bank  credits  may  properly  grow,  is  such  of  these 
items  as  are  easily  salable.  This  includes  not  merely  the  goods  in 
current  movement  and  the  work  in  process,  but  also  that  part  of  the 
wealth  of  the  country  represented  by  bonds  and  shares  with  a  wide 
and  ready  market. 

Our  conclusion  would  be  that  with  the  restoration  of  normal  con- 
ditions in  the  United  States,  and  of  a  normal  relation  between  the 
rediscount  rates  of  the  Federal  Reserve  Banks  and  the  market  rate, 
we  should  see  an  enormous  reduction  in  the  volume  of  rediscounts, 
in  the  earning  assets  of  the  Federal  Reserve  Banks,  and  in  the  demand 
liabilities  of  the  Federal  Reserve  Banks.  Even  with  the  rediscount 
rates  below  the  market  rates,  the  member  banks  of  the  country  are 
generally  working  hard  to  "get  out  of  the  Federal  Reserve  Banks," 
that  is,  to  return  to  a  position  where  their  own  capital  and  surplus 
and  deposits  supply  the  basis  of  their  earning  and  investing  opera- 
tions. 

The  member  banks  were  thoroughly  justified  in  rediscounting 
liberally  with  the  Federal  Reserve  Banks  in  order  to  assist  the 
Treasury  in  financing  the  war.  They  would  have  been  slackers  had 
they  not  done  so.  They  were  under  the  most  imperative  obligation, 
also,  to  rediscount  heavily  with  the  Federal  Reserve  Banks  during 
the  crisis  in  order  that  they  might  take  care  of  their  customers  and 
avert  a  panic.  It  was  only  a  doctrinaire  policy  which  could  criticize 
lending  by  the  banks  or  rediscounting  by  the  banks  in  these  two 
great  emergencies.  The  banks  which  did  not  do  it  failed  to  do  their 
duty  to  the  community. 

But  the  banks  themselves  are  disposed  to  reduce  their  rediscounts 
as  rapidly  as  they  can  without  embarrassing  their  good  customers. 
And  with  the  restoration  of  the  proper  relation  between  the  redis- 
count rate  of  the  Federal  Reserve  Banks  and  the  market  rates,  this 
process  may  be  expected  to  go  very  far.  The  present  volume  of  Re- 
serve Bank  credit  is  very  much  in  excess  of  the  amount  outstanding 
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in  April,  191 7,  at  a  time  when  the  general  average  of  commodity 
prices  in  the  United  States  was  higher  than  it  is  to-day.  If  our 
position  to-day  were  as  liquid  as  it  was  then,  we  should  have  little 
occasion  for  much  more  credit  from  the  Federal  Reserve  Banks  than 
we  had  then.  With  the  progressive  thawing  out  of  frozen  credits  and 
the  gradual  restoration  of  liquidity  throughout  the  credit  system  of 
the  country,  we  may  expect  the  capital,  surplus,  and  deposits  of  the 
commercial  banks  of  the  country  to  suffice  for  the  great  mass  of 
bank  accommodation  required  in  the  country,  and  may  expect  the 
Federal  Reserve  Banks  to  resume  their  normal  position  of  reserve 
banks  and  emergency  banks  with  greatly  reduced  assets  and  liabil- 
ities. Confident  prediction  cannot  be  made  here.  There  will  be 
banks,  particularly  smaller  banks  in  country  districts,  where  local 
rates  of  interest  are  much  above  the  great  city  market  rates,  which 
will  find  it  profitable  to  borrow  substantially  from  the  Federal  Re- 
serve Banks  all  the  time.  If  rediscount  rates  are  kept  too  low,  even 
the  great  city  banks  may  be  tempted  to  do  too  much  of  this.  But 
with  a  sound  policy  at  the  Federal  Reserve  Banks,  the  liquidation 
process  should  go  far. 

THE  REDISCOUNT  RATE  AS  A  STABILIZER 
OF  PRICES 

One  of  the  most  dangerous  proposals  which  has  been  made  in  con- 
nection with  the  rediscount  policy  of  the  Federal  Reserve  Banks  is 
that  they  should  seek  by  varying  the  rediscount  rate  to  hold  the 
general  average  of  commodity  prices  in  the  United  States  at  a  fixed 
level.  The  plan  proposed  has  been  that  rediscount  rates  should  be 
raised  as  a  means  of  checking  a  price  advance  and  that  they  should 
be  lowered  as  a  means  of  checking  a  decline  in  prices,  and  that  by 
this  process  prices  should  be  stabilized. 

An  obvious  danger  in  such  a  policy  would  be  that  if  the  Federal 
Reserve  Banks  were  generally  believed  to  have  such  a  power,  and  if 
they  should  undertake  to  exercise  such  a  power,  they  would  at  once 
become  subject  to  irresistible  political  pressure  in  the  interest,  not  of 
stable  prices,  but  rather  of  "prosperity."    The  special  interests, 
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clamoring  for  higher  prices  for  this,  that,  and  the  other  commodity, 
are  almost  always  much  stronger  and  more  effective  politically  than 
is  the  unorganized  general  consuming  public,  which  desires  lower 
prices.  If  it  were  generally  supposed  that  the  Federal  Reserve  author- 
ities really  had  any  such  control  over  prices,  the  Federal  Reserve 
System  would  at  once  become  a  football  of  politics.  Even  if  the 
policy  were  concurred  in,  and  the  effort  were  made  to  stabilize  prices 
by  this  device,  there  would  be  a  tremendous  political  controversy 
over  the  composition  of  the  average  of  prices  of  the  index  number 
which  was  to  be  kept  stable,  as  various  special  interests  sought  to 
have  a  greater  weight  given  to  the  prices  of  their  particular  products. 

A  much  more  fundamental  objection,  however,  is  to  be  found  in 
the  fact  that  this  proposal  involves  a  grotesque  and  absurd  exag- 
geration of  the  influence  of  rediscount  rates  over  commodity  prices. 
The  writer  who  has  been  most  responsible  for  the  theory  that  redis- 
count rates  of  central  banks  can  control  price  levels  is  Professor  Knut 
Wicksell  of  Sweden. ^  Wicksell  argues  that  if  the  bank  rate  is  low- 
ered from  4%  to  3%,  a  business  man  can  pay  one  quarter  of  one 
per  cent,  more  for  goods  which  he  expects  to  hold  three  months,  and 
one  per  cent,  more  for  goods  which  he  expects  to  hold  a  year,  even  if 
he  anticipates  no  increase  in  the  prices  of  the  goods  which  he  sells. 
He  can  also  afford  to  pay  one  quarter  of  one  per  cent,  more  wages 
on  work  in  process  to  be  marketed  three  months  later  and  corre- 
spondingly more  rent  for  land.  Higher  wages  and  other  incomes, 
however,  would  lead  to  greater  demand  and  to  higher  prices  gener- 
ally, which  would  mean  that  the  business  man  could  get  more  for  his 
goods  than  before,  which  would  make  it  possible  for  him  to  pay  still 
more  for  the  raw  materials,  labor,  and  other  things  which  he  has  to 
buy.  He  argues  that  these  higher  prices  will  sustain  themselves  even 
if  the  bank  rate  goes  back  to  4%,  because  the  business  man's  goods 
also  have  risen,  and  he  both  can  and  must  pay  more  for  his  materials, 
labor,  etc.  If  the  rate  should  stay  down  at  3%,  the  prices  would  con- 
tinue to  rise  still  more.  Wicksell  has  the  idea  of  a  natural  rate  of 
interest,  adapted  to  a  given  situation,  which  will  neither  raise  nor 

1  "Der  Bankzins  als  Regulator  der  Warenpreise/'  Conrad's  Jahrhiicher,  1897. 
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lower  prices,  and  his  contention  is  that  the  artificial  manipulation  of 
the  bank  rate  above  or  below  this  natural  rate  tends  to  depress  or  to 
raise  prices,  a  rising  bank  rate  tending  to  depress  them,  a  falling  bank 
rate  tending  to  raise  them. 

Wicksell  admits,  however,  a  host  of  limitations  upon  his  doctrine. 
He  admits  that  banks  which  make  their  discount  rates  too  low  will 
lose  their  gold  to  general  circulation,  to  other  banks,  and  to  the  arts, 
and  that  countries  which  make  their  discount  rates  too  low  will  lose 
their  gold  to  other  countries.  It  would  take  a  world-wide  policy, 
worked  out  through  all  the  central  banks 'of  the  world,  to  regulate 
prices  according  to  his  scheme.  He  admits,  too,  that  the  industrial 
uses  of  gold,  drawing  away  part  of  world  bank  reserves,  would  limit 
this  policy.  Finally,  his  reasoning  implies,  and  he  indeed  admits, 
that  if  the  tendency  of  prices  is  strongly  downward  and  business  men 
expect  prices  to  fall,  say  8%  in  the  course  of  a  year,  a  reduction  of 
the  bank  rate  from  4%  to  zero  would  not  check  the  fall.  The  banks 
in  such  a  case  would  actually  have  to  forego  interest  and  in  addition 
pay  a  premium  to  their  borrowing  customers  of  4%  in  order  to  get 
them  to  borrow  and  spend  enough  money  to  prevent  an  anticipated 
fall  of  8%  in  prices.  Wicksell  comes  to  the  practical  conclusion  that 
in  the  real  world,  constituted  as  it  is,  the  bank  rate  merely  has  a 
greater  or  less  influence  on  prices,  and  that  the  central  bank  of  no 
country  could  really  control  prices  by  its  discount  policy. 

It  is  easy  to  trace  the  influence  of  the  rediscount  policy  of  the  Fed- 
eral Reserve  Banks  on  prices,  particularly  in  the  period  of  the  post- 
war boom  and  in  the  reaction  which  has  followed.  The  Federal  Re- 
serve rediscount  rates  were  too  low  in  1919.  They  were  far  below 
the  market  rates  through  most  of  that  year.  Prices  would  have 
risen  and  would  have  risen  greatly  even  had  Federal  Reserve  Bank 
rates  been  higher.  The  main  factors  making  for  rising  prices  during 
1 91 9  and  early  1920  were:  (a)  the  insatiable  demand  of  Europe  for 
goods  in  this  country  without  limit  of  price  or  quantity;  (b)  the 
continued  gigantic  expenditures  on  the  part  of  the  American  Gov- 
ernment; (c)  the  wave  of  extravagance  which  spread  over  the  Amer- 
ican people;  and  (d)  declining  industrial  efficiency,  with  the  further 
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shortenfng  of  supplies  in  the  United  States.  With  conditions  of  this 
sort  in  existence  the  demand  for  borrowed  money  was  very  great;  and 
with  the  Federal  Reserve  Banks  willing  to  supply  this  money  on 
unduly  easy  terms,  a  good  deal  more  money  was  borrowed  than 
would  otherwise  have  been  the  case.  Credit  was  able  to  expand 
further  than  would  have  been  the  case  otherwise  in  financing  our 
dangerous  boom.  But  the  Reserve  Bank's  rediscount  policy  was  not 
the  main  factor.  It  was  a  contributing  factor  in  what  would  have 
been  a  dangerous  boom  even  with  a  much  better  policy  on  the  part 
of  the  Federal  Reserve  Banks. 

Similarly,  the  raising  of  the  rediscount  rate  by  the  Federal  Reserve 
Banks  helped  to  check' the  boom.  It  made  the  interest  element  in 
cost  of  business  go  higher,  and  consequently  helped  make  profits 
disappear.  It  was  not,  however,  the  chief  element  in  the  rising  costs 
which  swamped  profits  in  so  many  businesses  and  compelled  reaction. 
Labor  costs  rose  also  on  an  appalling  scale,  partly  through  rising 
wages  and  partly  through  growing  labor  inefficiency.  Rentals  rose 
startlingly  on  new  leases.  Raw  materials  rose.  Costs  multiplied 
through  declining  managerial  efl^iciency.  Demoralization  of  railroad 
traffic  made  for  a  great  rise  in  costs.  Coal  rose  to  great  heights,  etc. 
Moreover,  long  before  the  Federal  Reserve  Banks  raised  their  redis- 
count rates,  interest  rates  in  the  open  market  were  very  high.  The 
shortage  of  real  capital  and  the  shortage  of  bank  money  reflected 
themselves  in  rapidly  rising  rates  on  all  kinds  of  loans,  well  in  ad- 
vance of  an  increase  in  the  rediscount  rates  of  the  Federal  Reserve 
Banks.  To  attribute  the  rise  in  prices  in  191 9  to  the  low  rediscount 
rates  of  the  Federal  Reserve  Banks  and  to  attribute  the  fall  in  prices 
in  1920  to  the  moderately  higher  rediscount  rates  of  the  Federal 
Reserve  Banks,  is  to  exaggerate  in  an  absurd  degree  a  minor  factor 
in  the  general  situation. 

There  is  evidence  enough  in  the  utterances  of  Federal  Reserve 
authorities  that  they  neither  claim  to  have  the  power  to  regulate 
prices,  nor  desire  to  have  it,  nor  believe  that  they  possibly  could 
have  it. 

Much  more  reasonable  than  the  proposal  that  the  Federal  Reserve 
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Banks  should  seek  to  stabilize  prices  by  their  rediscount  policy  is  the 
suggestion  that  they  should  properly  consider  the  general  business 
situation  in  governing  their  rediscount  policy,  and  that  they  may  con- 
sider the  course  of  commodity  prices  as  one  factor  in  the  general 
business  situation.  Very  rapidly  rising  commodity  prices  may  well 
constitute  a  danger  signal  which  would  justify  them  in  raising  sharply 
the  question  of  whether  new  credits  are  soundly  based  and  which 
would  justify  them  in  scrutinizing  very  closely  loans  offered  for 
rediscount.  If  they  are  convinced  that  speculation  is  going  danger- 
ously far,  they  may  properly  place  their  rediscount  rates  higher  as  a 
means  of  checking  it. 

Usually,  however,  in  a  situation  of  this  sort  what  is  called  for  is 
not  so  much  a  general  restriction  of  all  kinds  of  credit,  as  a  check  on 
some  particular  kind  of  credit  expansion,  which  is  basic  to  the  rest, 
and  which  is  the  root  and  origin  of  the  general  movement.  This,  for 
example,  was  to  be  found  in  1919  and  1920  in  the  rapidly  growing 
unfunded  debt  of  Europe  to  the  United  States;  and,  had  the  Federal 
Reserve  Banks  been  able  to  discriminate  in  their  rediscounting  against 
loans  which  contributed  most  directly  to  making  this  possible,  they 
could  have  gone  far  in  mitigating  trouble,  even  apart  from  the  gen- 
eral change  in  rediscount  rates.  It  is  perfectly  legitimate,  indeed  it 
is  exceedingly  desirable,  that  the  Federal  Reserve  authorities  should 
be  studying  the  business  conditions  of  the  country  constantly,  and 
that  they  should  discourage  unsound  borrowing  by  higher  discount 
rates  and  by  discriminations  of  one  or  another  kind. 

It  is,  however,  no  part  of  the  business  of  the  banks  or  of  the  Fed- 
eral Reserve  Banks  to  make  artificially  easy  money  rates  with  the 
purpose  of  raising  prices  and  creating  "prosperity."  Artificial  money 
rates,  like  all  other  artificial  prices,  are  pernicious.  The  normal  ten- 
dency in  a  period  of  depression  is  for  liquidation  to  proceed,  borrow- 
ing to  fall  off,  and  funds  to  accumulate  in  the  banks,  which  brings 
about  sooner  or  later  low  natural  discount  rates,  which,  in  conjunction 
with  a  general  lowering  of  costs  of  production,  lay  the  foundation  for 
business  revival.  The  revival  is  in  order  when  costs  of  production 
of  all  kinds,  including  rentals,  overhead,  wages,  raw  materials,  coal, 


32 


CHASE  ECONOMIC  BULLETIN 


and  so  on,  have  been  shaken  down  until  they  are  in  line  with  the 
prices  of  finished  products.  It  is  necessary  that  this  general  shaking 
down  should  be  thoroughgoing  before  a  soundly  based  revival  can 
be  expected.  The  effort  to  offset  the  failure  of  certain  costs  to  come 
down  by  making  other  costs  artificially  low  is  pernicious.  Any  re- 
vival based  upon  it  would  be  unsound  and  short-lived. 

When  money  rates  are  made  artificially  low,  there  is  a  reaction  on 
long  time  rates  of  interest  on  investment  money.  They  also  tend  to  go 
lower.  There  is, a  temptation  to  use  bank  money  as  a  substitute  for 
investment  money.  The  demand  for  capital  is  increased  by  the  low 
rates,  while  the  supply  of  capital  is  checked  by  the  low  rates.  Men 
do  not  save  as  much  for  3%  as  they  will  save  for  6%.  Businesses 
make  less  economical  use  of  3%  capital  than  they  make  of  6%  capi- 
tal. A  corporation  which  can  float  a  3%  bond  issue  in  an  artificially 
easy  money  market  will  be  tempted  to  pay  out  all  its  earnings  in 
dividends  and  to  increase  its  fixed  charges.  The  same  corporation, 
facing  the  necessity  of  paying  6%  on  a  bond  issue,  will  turn  back  its 
earnings  to  surplus,  pay  out  lower  dividends,  and  refrain  from  issuing 
bonds. 

Natural  prices  are  those  prices  which  develop  in  open  competition 
and  which  over  reasonable  periods  of  time  are  adequate  to  induce  a 
normal  supply  of  the  thing  demanded.  Artificially  high  prices  in- 
crease supply  and  check  demand.  Artificially  low  prices  increase  de- 
mand and  check  supply.  Artificial  prices,  in  either  case,  tend  to 
destroy  equilibrium,  and  to  bring  about  congestion '  or  stagnation. 
This  is  as  true  of  money  rates  and  of  railroad  freight  rates  as  it  is  of 
the  price  of  wheat  or  the  price  of  cotton  or  other  commodities. 

SUMMARY 

The  basic  principle  of  rediscount  banking,  well  established  in  the 
traditions  of  the  central  banks  of  Europe,  is  that  the  official  rate  of 
rediscount  shall  be  above  the  market  rate.  This  is  essential  if  bank 
funds  are  not  to  be  made  superabundant  and  if  general  market  rates 
are  not  to  be  forced  so  low  as  to  be  far  below  the  natural  rates  of 
interest,  leading  to  wasteful  employment  of  bank  funds  on  the  one 
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hand,  while  interfering  with  savings  by  investors  and  businesses  on 
the  other  hand. 

As  applied  to  England,  this  means  that  the  official  bank  rate  shall 
be  kept  above  the  market  rate  on  prime  bills  of  exchange.  The  Bank 
of  England  has  not  varied  from  this  policy  on  annual  averages  since 
1 87 1.  If,  for  a  few  days,  the  market  rate  should  rise  above  Bank 
Rate,  Bank  Rate  is  promptly  advanced  to  correct  it. 

In  the  United  States  the  bill  market  is  relatively  unimportant.  The 
"market"  is  best  represented  by  rates  on  customers'  loans  made  under 
lines  of  credit  by  the  banks  of  the  great  cities  to  those  of  their  cus- 
tomers who  have  borrowing  accounts  with  several  banks  in  several 
cities.  The  rates  on  such  loans  are  highly  competitive.  They  are 
rarely  published,  but  they  are  known  in  the  banking  community  and 
to  the  Federal  Reserve  authorities.  They  tend  to  be  uniform  through- 
out the  great  cities  of  the  country. 

It  is  true  that  in  England  many  of  the  "advances"  of  the  banks  are 
made  to  their  customers  at  rates  above  the  official  bank  rate.  The 
significant  point  is,  however,  that  the  Bank  of  England  does  not 
rediscount  advances  to  customers.  It  rediscounts  only  bills.  In  the 
United  States,  on  the  other  hand,  customers'  loans  are  actually  redis- 
counted  with  the  Federal  Reserve  Banks.  The  essential  principle  in- 
volved in  "keeping  above  the  market"  is  that  it  shall  cost  a  bank 
something  to  rediscount.  It  ought  not  to  be  possible  for  banks  at  the 
financial  centers  to  borrow  money  from  the  Federal  Reserve  Banks 
and  re-lend  it  at  a  profit. 

There  are  really  several  rediscount  rates  at  the  Federal  Reserve 
Banks:  a  rate  on  loans  on  Government  war  paper;  another  rate,  which 
may  be  different,  on  commercial  paper;  a  third  rate,  which  may  be 
still  different,  on  acceptances.  The  important  thing  is  that  each  of 
these  rates  should  be  above  the  market  rates  for  each  type  of  loan. 

If  we  develop  a  wide  discount  market  for  acceptances;  if  bills 
drawn  in  dollars,  growing  out  of  actual  self-liquidating  commercial 
operations,  increase  in  number;  if  foreign  banks  develop  the  prac- 
tice of  holding  such  bills  as  an  interest-bearing  substitute  for  gold 
reserves;  and  if  banks  generally  throughout  the  United  States  make 
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a  practice  of  carrying  substantial  amounts  of  such  bills  in  their  port- 
folios as  an  especially  liquid  resource,  then  the  rediscount  rate  on 
acceptances  may  become  the  most  important  rate  at  the  Federal 
Reserve  Banks.  The  rediscount  rate  on  acceptances  in  such  a  case 
may  safely  go  much  below  the  rediscount  rate  for  customers'  line  of 
credit  paper,  in  full  harmony  with  the  principle  of  keeping  above  the 
market,  since  the  market  itself  will  discriminate  in  favor  of  such  bills. 

The  reserve  ratio  under  present  conditions  is  no  safe  guide  for 
rediscount  policy.  Five  main  factors  have  been  considered  by  the 
Bank  of  England  in  fixing  its  rediscount  rate: 

1.  Is  the  reserve  ratio  high  or  low? 

2.  Are  trade  and  speculation  expanding  or  are  trade  and  specula- 
tion depressed? 

3.  Is  gold  coming  into  or  going  out  of  the  country? 

4.  Are  the  exchanges  favorable  or  adverse  to  England? 

5.  What  is  the  market  rate?    Bank  Rate  must  not  fall  below  it, 
and  is  almost  always  above  it. 

Of  these  five  considerations  the  dominant  one  has  always  been  that 
of  keeping  above  the  market.  When  necessary  to  conform  with  this 
principle,  rediscount  rates  have  been  raised  in  the  face  of  high  re- 
serve ratios  and,  in  harmony  with  this  principle,  have  been  lowered 
in  the  face  of  low  reserve  ratios. 

The  high  reserve  ratio  in  the  United  States  to-day  does  not  justify 
lowering  rediscount  rates:  (i)  because  rediscount  rates  are  already 
below  the  market  rates  (barring  acceptances);  and  (2)  because  the 
present  reserve  ratio  is  abnormal  and  misleading.  The  reserve  ratio 
is  not  high  in  the  United  States  because  the  liabilities  of  the  Federal 
Reserve  Banks  are  low,  but  rather  is  high,  despite  abnormally  high 
liabilities  of  the  Federal  Reserve  Banks,  because  the  reserves  are 
abnormally  high. 

This  is  due  partly  to  the  unprecedented  influx  of  foreign  gold,  and 
partly  to  the  policy  which  the  Federal  Reserve  Banks  have  pursued 
since  our  entrance  into  the  war  of  drawing  into  their  vaults  the  great 
bulk  of  the  gold  and  gold  certificates  held  by  banks  and  individuals 
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throughout  the  country.  There  is  relatively  little  gold  left  in  cir- 
culation. Under  normal  conditions,  a  gold  standard  country  will 
have  a  substantial  amount  of  gold  in  hand  to  hand  circulation.  If, 
for  example,  we  returned  the  legal  tenders  now  in  the  Federal  Reserve 
Banks,  together  with  a  billion  dollars  of  their  gold  (or  gold  certifi- 
cates) to  general  circulation,  with  a  corresponding  cancellation  of 
Federal  Reserve  Bank  notes,  the  reserve  ratio  would  stand,  not  at 
58.3%,  at  which  it  stood  on  June  8,  192 1,  but  rather  at  43.5%; 

The  great  excess  of  gold  in  our  Federal  Reserve  Banks  constitutes 
a  real  problem.  The  artificially  high  reserve  ratio,  which  may  easily 
go  to  extreme  heights  with  further  liquidation,  constitutes  a  shining 
target  for  cheap  money  advocates,  and  constitutes  a  temptation  to 
unsound  employment  of  Federal  Reserve  funds.  We  must  recognize 
that  we  hold  much  of  our  gold  in  trust  against  the  time  when  Europe 
will  need  it  to  restore  sound  currency  in  Europe.  We  must  not  let  it 
depreciate  upon  our  hands  or  tie  it  up  in  illiquid  credits. 

The  proposal  that  the  Federal  Reserve  Banks  should  stabilize  com- 
modity prices  by  varying  their  rediscount  rates,  lowering  the  rates 
when  prices  fall  to  pull  them  up  again,  and  raising  the  rates  when 
prices  rise  to  pull  them  down  again,  is  thoroughly  vicious  and  un- 
sound. It  is,  in  the  first  place,  economically  impossible.  Rediscount 
rates  are  only  a  minor  factor  affecting  prices.  In  the  second  place, 
any  effort  to  apply  this  policy  would  at  once  make  the  Federal  Re- 
serve Banks  a  football  of  politics. 

Our  two  most  significant  conclusions  are:  (a)  that  the  rediscount 
rate  should  be  kept  above  the  market  rate;  and  (b)  that  the  high 
Federal  Reserve  ratio,  due  to  an  artificial  and  abnormal  excess  of 
gold,  constitutes  no  justification  at  all  for  reducing  rediscount  rates. 


THE  DE  VINNE  PRESS 
NEW  YORK 


REPORT  TO  THE  COMPTROLLER  OF  THE  CURRENCY 

(CONDENSED) 

OF  THE  CONDITION  OF 

THE  CHASE  NATIONAL 

BANK 

At  close  of  business  June  30,  1921 

ASSETS 

Cash,  Clearing  House  Exchanges,  and 

Due  from  Federal  Reserve  Bank  .    .  $80,576,630.59 

Due  from  Banks   19,577,366.67 

Demand  Loans  64,514,303.47 

$164,668,300.73 

"5,055,958.36 

Deduct : 

Rediscounts  with  Federal  Reserve 

65,376409.05 

United  States  and  other  Bonds  to  secure  Circulation  and 

3,871,232.50 

United  States  Bonds  and  Certificates  of  Indebtedness 

11,564,312.78 

Bonds  and  Stocks  

22,704,914.61 

Due  from  United  States  Treasurer  

55,000.00 

Customers'  Liability  Account  of  Acceptances  .... 

18,942,063.73 

$402,238,191.76 

T  T  A  D  Tl  ITI  trC 

Capital  Stock  $15,000,000.00 

Undivided  Profits   4,716,380.90 

$34,716,380.90 

Reserved  for  Taxes   . 

1,135,817.65 

1,085,800.00 

Deposits : 

Individuals  $195,267,033.60 

Banks   93,442,662.90 

United  States  Government   ....  23,568,650.00 

312,278,346.50 

tificates  of  Indebtedness  discounted  with  Federal  Re- 

5,100,000.00 

Notes  Payable  at  Federal  Reserve  Bank  

24,000,000.00 

United  States  Government  Securities  Borrowed    .    .  . 

4,714,550.00 

Acceptances  Outstanding  $12,542,296.09 

Contingent  Liability  Account  of  Accept- 

19,207,296.71 

ances  Bought  and  Sold   6,1^65,000.62 

$402,238,191.76 

